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ABSTRACT 
Economists and policymakers have been increasingly preoccupied with 
the pro b 1 ems 0 fin f 1 a t ion and b a 1 an ceo f pay men t s dis e qui lib t' i a sin c e 
the early 1950s. Their preoccupation has led to new approaches to 
monetary analysis. In this period, a gradual evolution of a third major 
approach called the monetary approach to the balance of payments took 
place; the two best-known earlier approaches are the elasticity 
(neoclassical) appro~ch and the income absorption (neo -Keynesian) 
approach. 
Each of the three approaches, as often pointed out could in 
principle produce the right answers if it were correctly applied. 
However, for applied research and background work for policy discussion 
on balance of payments problems. the monetary approach suggests itself 
as simpler and more manageable than the other approaches. It is based on 
the postulates of a stable demand function for money and of a stable 
process through which the money supply is generated. By focussing 
directly on the re1evant monetary aggregates, this approach eliminates 
l he intractable prohlems associated wi th the estimation of num e rous 
elasticities of international transactions and of the paramete rs 
describin o' ~ their interdependence, which are inherent in other 
approaches. 
This study therefore is concerned with testing the relevance of the 
monetary approach to the balance of payments problems in Fij i. It 
involves finding a stable demand for money function and then using it to 
estima e the desired demand for money in Fiji for the period of the 
study (1961 - 1984) . The analysis system developed, uses changes in 
de ired demand for money and changes in domestic credi t. If an increase 
ill desired demand for money is greater than an increase in domestic 
credit . then it is expected that there would be a positive change in 
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international reserves, and if, on the other hand, changes in domestic 
credit is greater than changes in desired demand for money then a 
negative change in international reserves would be expected. 
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CHAPTER 1 
INTRODUCTION 
1 
This chapter introduces the focus of. and gives the justification 
for. this study of the monetary approach to an analysis of the balance 
of payments of Fiji. The justification. objectives. data and the stlldy's 
structure are presented here. 
1.1 Justification of Study 
For decades, the role of money suffered relative neglect in general 
macroeconomics and especially in the areas of balance of payments. Now, 
the role of s upplies and demands for money has again become the focus of 
attention . Thi s development is surely welcome. and it shall be 
illustrated in this study on Fiji. The usefulness of the monetary 
approach in understanding current conditions and recent economic 
history, and also for forecasting baJance of payments for a developing 
country is examined. 
Balance of paymen ts problems. have, in the past decades, been a 
common phenomenon in developing countries. Fiji is no exception as 
reveaJed in this study. This direct approach, therefore may be a better 
approach in explaining the balance of payments problems for Fiji rather 
than either the Keynesian or the Elasticity approaches. 
1.2 Scope and Object i ves of t he Study 
The lack of effectiveness of inflationary domestic (monetary and 
fiscal) policies which Jed to the introduction of all sorts of trade 
r estrictions in Fiji become evident as the external deficits persisted 
during the period of the study (see table 2 - 2). These balance of 
payments deficits reflect mostly large public sector budget deficits 
fi nanced by recourse to the banking system. This study therefore should 
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be able to affirm that the causes of these deficits were mainly due to 
excessive credit creation by the monetary authorities. Perhaps the use 
of an approach like this one for forecasting the balance of payments 
developments in Fiji and hence for formulating its financial program and 
appropriate domestic credit policies should be a possible answer to the 
baJance of payments problems of the country. 
This thesis therefore provides an empirical study of the Fijian 
economy. during the period 1961-1984. Major emphasis is placed on the 
economy's external developments in an attempt to test the theoretical 
proposition that the balance of payments is a monetary phenomenon. This 
proposition derives from what Johnson and Mundell have called a new 
approach to the theory of the balance of payments and of the adjustment 
process. 1 The empirical analysis will involve the finding of a stable 
demand function for money and investigating the relationship between the 
balance of payments and the rate of domestic credit expansion. 
1.3 Data Source and Period of Analysis 
The data used for the analysis is obtained from the 1985 IHF 
Financial Statistics Year Book and from the Annual Reports of the 
Reserve Bank of Fiji. 2 The period 196]-1984, has been chosen mainly on 
the basis of the availability of data. The choice. however. appears 
qujte justified as the Fijjan economy underwent considerable changes 
during this period. So if the relationships estimated hold reasonably 
well in the presence of structuraJ changes. the implication may be drawn 
that they represent the true state of the world . 3 
------------ --- ---
Isee 'The Balance of Payments' in Mundell[29] and Johnson [19] 
2formerly called the 'Central Monetary Authority' 
3This a priori implication IS based on the belief that other things 
not being equal tends to be a disturbing factor for ceteris paribus 
hypotheses 
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1 . 4 S t ruc ture of the Study 
The analytical approach used is basically descriptive using single 
equation regressions. Th is made possible the estimation of the demand 
for money function for Fiji which should indicate the required money to 
be created. consistent with the growth of the economy. 
Chapter 2 discusses the economic background perspective of Fiji. 
Chapter 3 examines the 
monetary approach to balance 
literature on the approach. 
theoretical 
of payments 
concepts relating 
and reviews the 
to the 
relevant 
Chapter 4 discusses the development of the demand for money theory 
by the Cambridge School, Keynes, Friedman and Baumol - Tobin. It presents 
the theoretical framework for the demand for money function and finds a 
stable demand for money function for Fiji. 
Chapter 5 tests the relevance of the monetary approach to the 
balance of payments for Fiji and discusses how this approach could be 
used to formulate a financial program and credit policies for the 
country. By setting appropriate target policy variabl e s and forecasting 
desired demand for money for the economy, the Reserve Ba nk of Fiji could 
be properly guided in determining the domestic cred it required to be 
created for the country's ever increasing need of c redi t for both 
investment and consumption purposes. 
Chapter 6 concludes the discussion and draws some of the major 
policy implications from the study. 
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CHAPTER 2 
BACKGROUND PERSPECTIVE ON FIJI'S ECONOMY 
2.1 Introduction 
Fiji's economy is based on a highly competitive sugar industry, a 
well - established and efficient tourism industry and related trade and 
banking service industries. as well as government services. Fiji's 
economy performed well between 1970 - 197 8 with real GOP growing inspite 
of the 1973-74 oil crisis and the ensuing world economic recession. 
This was mainly due to sound macroeconomi c management. 
Externally, the economy ran a modera te current account deficit (see 
table 2-2). Between 1979-84, the growth performance of the Fiji economy 
stagnated as terms of trade declined. and as a prolonged drought 
(1981 - 83) adversely affected sugar production and other export crops. 
The structure of the economy of Fiji by industria] origin indicates 
that agriculture. of which the mixed subsistence sector 1 represents 
about a quarter, accounts for about 20'.3,; GDP while the distribution 
sector (including tourism) and other services (dominated by the 
government) account for about 19% of GDP each (see table 2- 1 and 
appendix A) . The remainder is divided between manufacturing, finance and 
insurance, building and construction, and other trade related services. 
------------------
1Defi ned as the partially 
small ho Ide rs and subs i s tence 
mon etized sector 
farmers are engaged 
of the economy where 
in the production of 
some cash crops for their own consumption or market sales 
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Table 2 - 1 : STRUCTURE OF THE FIJI ECONOMY, 1978-1983 
------------------------------------------------------------------------
1978 1979 1980 1981 1982 1983 
------------------------------------------------------------------------
Export value 
(F$ millions) 
GDP (%)/a 
Tourism 
GFE Receipts 
(FS millions) 
GDP (%)/b 
Others 
F$ millions 
GDP/c 
Real GDP 
growth rate 
(at factor 
cost) (%) 
83.3 117.0 
12.0 13.7 
86.0 104.0 
12.2 12.2 
132.2 151.8 
18.8 17.8 
4.3 11 . J 
174.2 131.6 125.1 111.9 
17.7 12.5 10.8 9.4 
109.5 122.0 142.5 136.1 
11. 1 11.5 12.3 11.4 
184.0 208.8 227.2 247.6 
18.7 19.7 19.6 20.9 
-1. 6 6.4 -2.5 -4.4 
--------------------------- - --------------------------------------------
ote: l a 
Ib 
I c 
GFE 
Export VaJue/GDP 
Tourism recelpts / GDP 
Value added/GDP 
Gross foceign excilange 
Source: Buceau of Statistics. April 1984. 
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2 . 2 Growth Performanc e 
Real GOP growth stagnated between 1979-83, implying a drop in real 
GOP per capi ta. The sluggish growth performance in 1979-83 compares 
unfavourably with the satisfactory growth rate of 4.5% p.a. in real GOP 
between 1970 -1978, and remained well below the Eighth Development Plan's 
(OP8. 1981 -1985 ) target of 4.7% p.a. The Central Planning Office (CPO) 
estima ted tha t real GOP would have to grow a t the phenomena 1 ra te of 
14.3% between 1984-85 in order to achieve the pJan target (see Appendix 
B). which shows the extent to which the actual GOP growth rates as well 
as actual sectoral rates fell short of the plan target. 
2.3 Structure of Fiji's Balance of Payments 
With exports and imports of goods and services estimated at 
respectively 45% and 55% of GDP (1982). Fiji fits the "the small open 
economy" case in the trade literature. Fiji's balance of payments is 
characterized by large merchandise trade deficits which are only 
partially offset by surpluses in the invisible account due to export 
receipts [rom tourism (table 2-2). As a capital-importing country, 
Fiji's current account deficits have been financed by substantial 
capital inflows. especially public capital inflows and, to a lesser 
extent. dir'ect capital inflows related to domestic investment activity. 
The composition of Fiji's exports has changed little in the recent past 
as sugar retained its predominance with coconut products, gold and 
molas es as minor export commodi ties (see appendix A). Because of the 
economy's high degree of openness. swings in export earnings, whether 
induced by changes in tel'ms of tracte or external demand. or by domestic 
supply conditions. in turn significantly affect. through their impact on 
domestic incomes, the country's imports and associated capital inflows. 
2.3.1 Trade Balance 
The export performance worsened on account of lower export prices 
for ma jor export commodi ties, particularly between 1982 and 1983 as a 
refl ction of the international economic recession. and declines in 
export volumes of some export commodities owing to harsh weather 
conditions and domestic supply constraints. 
Table 2- 2: Ba l an ce of Payments, 1979- 1983 
( F$ million and percentage) 
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------------------------------------------------------------------------
1979 1980 1981 1982 1983 
------------------------------------------------------------------------
Exports of goods 
Imports of goods 
Trade balance 
Exports of n/se rvices 
Import s of n / services 
Nonfactor se rv ices 
balance (deficit= - ) 
Investment income(net) 
~et transfe r s 
Bal. on current a/c 
~nnmonetary capital 
Ovet'all balance 
Ch~nge In net reserves 
( - = increase) 
E IT a r san d 0 m iss ion s 
Term o[ Trade 
(1977 = 100) 
Memorandum Item : 
Balance on current 
accoun t / GDP (?6) 
202.6 278.8 
340.4 303.0 
-137 . 8 - 114.3 
173.2 201.6 
92.5 117.8 
80.7 83.8 
-13.6 -17.6 
9.0 19.3 
-61.7 - 28.8 
37.9 72.5 
-23.8 43.8 
0 . 6 - 24.8 
-23.2 19.0 
88.9 98.0 
-7.2 
-3. 0 
240.8 236.4 221.4 
465.7 411.2 428.9 
- 224.9 - 174.8 - 207.5 
224.0 257 . 8 286.4 
142. 3 144.1 132.6 
81.7 113.7 153.8 
-16.0 - 40.2 -35 .6 
14.6 16.3 25.3 
-144.6 - 85.0 --64 . 0 
117 . 1 76.1 74. 9 
- 27.5 -8.9 10. 9 
13.9 13. 8 -2.1 
- 13.6 4.9 8.8 
76.5 74 .2 85.1 
-13.6 - 7. 4 - 5.4 
- -- - --------------------------------------------------------------- - ----
So ur ce: Bureau of Statistics (Fij i), 1984 
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The growth pattern in imports, though with a lag, generally 
mirrored the fluctuations in real domestic income. They peaked in 1981 
under the inf luence of higher level of investment activi ty in the 
1980-81 period, and the associated higher imports of capital and 
ass 0 cia ted go 0 d s. Imp 0 r t sin nom ina 1 va 1 u e s fell in 1 982 - 8 3 per' i 0 dan d 
remained at this level in 1984 due to decline in domestic income. But in 
spite of stagnant real domestic incomes, consumer goods imports 
increased in 1983 and 1984 as a resul t of the impetus from wage and 
salary increases and the rapid expansion of consumer credit. 
2. ~i. 2 Financing 
In the past, the Fjji authorities have prudently refrained from 
substantial borrowing from the commercial banking system and dir'ect 
borrowjng from the Reserve Bank of Fiji to finance the budgetary 
deficits, they have increasingly resorted to a relatively less 
infJationary source of financjng, the Fiji National Provident Fund 
(~NPF) a nd to a lesser extent foreign borrowings on concessional terms. 
2.4 Money, Credit and Financial Intermediation 
Table 2-3 indicates that total liquidity (as measured by the growth 
in broad money) generally kept pace with the growth in nominal GOP, 
except in 1983, due to fiscal impulse associated wi th wages and salary 
inc r'eas es in the public sector and mounting deficits of public 
enterprises. Demand for money was generally in balance with supply and 
this implies that the liquidity needs of the economy were adequately met 
(..,; j thout excessive inflationary "pump priming". However, especiaJ ly 
between 1982-1984. the fall in net foreign assets was more than 
compensated by the faster growth in domestic credit, the more important 
determinant of the internal monetary impulse (see table 2-3). The annual 
growth rates in domestic credit far exceeded that in nominal GDP or in 
the cpr (see table 2-3) between 1981-84, owing to the increased 
borrowing of the government to finance the higher budget deficit, by the 
public enterprises to cover their operating losses through budgetary 
curt' n transfers and subsidies, and private consumer credit 2 for 
2Setween 1983- 84 private credit grew by 
loans and advances by commercial banks 
wholesale and retail trade sector whi ch is 
about 22.8% with most of the 
to individuals and to the 
essentiaJly import-oriented 
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financing of imports. Faced wi th this continued strong demand for 
credit, the authorities by 1984 , took a number of restrictive measures 
to minimize the pressure on the balance of payments arising from 
consumer import leakages; the required reserve ratio for commercial 
banks with the reserve bank of Fiji was raised from 5% to 6% in December 
1984 , the required liqujd asset ratio (as a percentage of domestic and 
foreign liabilities) was ['aised from 15% to 18% in June 1984 and the 
Reserve Bank of Fiji rediscount rates on loans and advances to 
commercial banks was raised from 9.5% to 11.0%. Again the effectiveness 
of these restrictive monetary measures will be significantly enhanced if 
combined with wage and salary restraint in the public sector. 
To redirect the orientation of Fiji's commerce and tourism, and to 
channel long-term credit toward export diversificatioll or import-
substitution projects. under the Eight Development Plan. the authorities 
issued credit allocation guidelines according to which lending to the 
agriculturaJ and industrial sectors (for new activities) are targeted to 
a given percentage of deposit liabilities of commercial banks. 
2.5 The Capital Account and the External Debt Position 
Foreign capital inflows rapidly increased between 1979 and 1981. 
financing the rapjdJy increasing current account deficit associated with 
the publi c investment led boom during the same year. After the 1981 
peak, capital inflows declined. especially borrowing for project 
investments. 
Partly as a resul t of the high capital inflows between 1980 and 
1983, partly in the wake of the country's stagnant export earnings and 
higher reaJ interest rates on foreign debt, Fiji's external debt burden 
increased rapidly between 1979 and 1984, as the debt service ratio rose 
from 5.2% (of exports of goods and non-factor servi ces) in 1979 to 14% 
(appendix B). Given the high degree of openness of the economy, this 
translates into a reJatively high debt burden in relation to GOP. even 
though it is considerably less than in many other developing countries: 
total external debt a mount ed to 37% of GDP in 1984, and total debt 
Table 2-3: Fiji Monetary Survey, 1979-83 
(in F$ million , end of period) 
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------------------------------------------------------------------------
1979 1980 1981 1982 1983 
-------------------------------------------------------------------------
~Q~~ig~_~~~~!~(net) 109.2 134.1 120.1 106.3 107.9 
C.Monetary Authority 109.0 130.6 116.8 109.5 108.4 
Commercial Banks 
-0 .8 1.4 3.0 -3.5 -0.2 
Government 1.0 2.1 0.4 0.3 0.7 
Domestic Credit 
--------------
224.1 231.5 279.4 333.7 381.5 
Government (net) 30.0 21.6 20.2 38.6 32.9 
Offici al Entitjes 26.2 21.2 25.9 49.3 73.3 
Private Sector 167.9 188.7 233.2 254.9 275.3 
~£Q~Q_!10n~y 305.9 342.8 364.3 395.3 443.7 
Money Supply 116.6 105.3 125.6 130.5 141.6 
Currency (45.2) ( 44 . 1 ) (48.7) (52.8) (58.7) 
Demand Deposits (71.4) (61.2) (76.9) (77.7) (88 .9 ) 
Quasj - Money 189.3 237.5 238.7 264.8 301.1 
Other Items (net) 24.7 22.8 35.2 44.8 42.5 
Memorandum Items: 
---------------
Annual Growth Rate(%) 
Domesti c Cr edit 30 . 3 3.3 20.7 19.4 14.3 
Broad Mon ey 19.8 12.1 6.3 8.5 19.2 
Money Supply 13.0 - 9.7 19.3 3.9 8.5 
i'ominal GOP 21.3 15 .4 7.5 9.3 2.6 
CPI 7.7 14.5 11.2 7.0 6.8 
------------------------------------------------------------------------
Source: Reserve Bank of Fiji: Quarterly Review, June 1984 
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service repayments to some 6% of GOP. Fiji faces a debt problem that is 
worrisome but not catastrophic 
12 
CHAPTER 3 
THEORETICAL CONCEPT AND LITERATURE REVIEW 
The t heory of the balance of payments adjustment mechanism is 
conventional ly viewed as a succession of approaches. 1 During the past 
two decades, the monetary approach, whi ch high I igh ts the ro Ie of money 
in the adjustment process has emerged as one of the important channels 
of explanation of balance of payments development . 
3.1 Definition of the Balance of Payments 
The conventional meaning of the term is a statement of all 
transactio ns , between resident s of one country and residents of the rest 
of the world, that is the balance-of-payments table. The modern 
monetarists however have imp licitly redefined the term balance of 
payments and took it to mean one of the balances 
imbalances in the table. They deal only wi th 
or. rather. 
financing or 
accommodating transactions. These accommodating items show how the 
external payments imbalances has been financed. 
The most useful concept for the monetarists' theore tical 
formulation is one that shows the effects of an overall balance of 
payments deficit or surplus on the domestic monetary base. For 
monetarists, the monetary-base -e ffect balance is active or autonomous. 
because it is a resul t of a demand for and supply of money based on 
predictable behavior approach. 
Therefore the monetary approach does not attempt to explain the 
behavior of individual components of the balance of payments, such as 
trade and service flows . long- term capi tal, or short - term capi tal. They 
I The various approaches are summarized by Johnson, 1976b, 1977b 
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are all lumped together into one accommodating category. Nor is the 
approach concerned wi th any of the "partial balances," such as the 
current account balance. 
3.2 Origins of the Monetary Approach to the Balance of Payments 
This approach, which was developed in the writings of Polak (1957), 
Mundell (1969,1971), Johnson (1972), Dornbusch (1973a,1973b), and other 
members of the Chicago School, challenges the conventional wisdom 
derived from orthodox Keynesian balance of payments theory. 
This so-called new monetary approach to the theory of balance of 
payments has been developing and gaining popularity in recent years as 
an alternative to the elasticity approach. the absorption approach, and 
various others Keynesian approaches. 
The monetary approach actually represent a return to the classi cal 
tradition of international monetary theory established in the work of 
David Hume, summarised in the classical price-specie - flow mechanism of 
adjustment to international monetary equilibria. 
Bume's price-specie-flow analysis was developed as an answel' to the 
mechantilist contention that the path to augmentation of national wealth 
and power lay in the development and maintenance of a balance of 
payments surplus through measures to increase exports and decrease 
imports so as to produce a continuous flow of precious metals into the 
country (Johnson, 1977). 
3.3 Theories of the Balance of Payments 
One can distinguish broadly three analytical approaches to the 
theory of the balance of payments: 
(a) The relative prices /e lasticities approach; 
(b) The absorption approach: and 
(c) The monetary approach 
14 
3.3.1 The Elasticity Approach 
The chief characteristic of this approach is that its attention is 
focussed upon the foreign exchange market to the almost complete 
exclusion of the domestic factor, product, money and financial assets 
market. The analysis it conducts is principally in terms of r'elative 
prices, and variabJes that aJter relative prices, and ignores the 
influence of such important macro - variables as income flows and stocks 
of assets (including money). The elasticities analysis operates directly 
on the balance of trade equation: 
B = X - M 
wh ere X = Exports 
M = Imports 
( 3 . 1 ) 
This model assumes that the three principal determining val'iables 
in the X and M functions are the domestic price level, of both exports 
and imports substitutes (Pd) and the foreign price level of both 
competing exports and imports (PE) a nd the rate of exchange which, when 
altered. will change the ratio Pd / Pf. We can thus rewrite equation (3.1) 
as: 
M = X(Pd / Pf.rrl - M(Pd / Pf.rr) (3.2) 
where 
rr = the rate of exchange 
The general methodological approach has been to investigate the 
impact upon the balance of trade of a change in relative prices brought 
about by a change in exchange rate. 
This model therefore suggests that payments imbalances are likely 
to be the result of the movements in relative prices. and that 
restoration of equilibrium (if balance between X and M is desired) 
requires relative pric adjustments. either via an exchange rate change 
or v i a a nab sol ute red u c t ion i n P d iff 0 t' e i gnp ric e 1 eve 1 i s con s tan t , 
or a relatively smaller increase in Pd. if the foreign price level is 
rising. 
15 
3.3.2 The Absorption Approach 
This approach focuses specific attention upon the product market, 
rather less on the foreign exchange market, and appeal'S to ignore 
completely the money market. By concentrating its attention on income 
and expenditure flows, it omits, as important explanatory variables, 
cash baJances, other monetary variables and relative prices. 
This approach operates on the following expression: 
B = X - M = Py - (G + I + C) 
where the bracketed term is aggregate domestic 
expenditure, referred to as 'absorption' and, 
Py is equal to (G + I + C + X - M) 
The absorption model assumes that the level of income is the prime 
determinant of the level of absorption, and hence emphasizes the fact 
that paymRnts imbalances are characterized by ex ante divergences 
between aggrega te income rece ipts and aggrega te domes t ic expend i ture 
(absorption). 
Th gelleral message that emerges from the absorption model is that. 
the elimination of a trade deficit requires that income rise relative to 
aggregate dumestic expenditure or vice versa. 
3.4 The Monetary Approach 
To understand the real significance of this approach it is first 
useful to ['ecall that a continuing balance of payments deficit of the 
type normally considered in balance of payments theory presupposes, 
under a system of fixed exchange rates. a monetary authority that is 
prepared to continue supplying exchange to finance excesses of domestic 
res idents' foreign payments over foreign receipts. 
The monetary approach to the balance of payments therefore suggests 
that surpluses and deficits are essentially adjustment phenomena whi ch 
equ i libra te the money stock 1 n exi s tence to the quan t i ty demanded in an 
open economy. An increase in the domestic money supply via increased 
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domestic credit creation, by either central or private banks, leads to 
larger deficits which in turn, deplete the excess supply of money. 
2 Dornbusch (1978), has explained that balance of payments deficits are 
a reflection of an excessive money supply because for any given balance 
of payments deficit, a suffjcient contraction of the money stock will 
restore external balance. The reason is that a monetary contraction, by 
raising interest rates and reducing spending, generates a contraction in 
the economic activity, a decline in income , and therefore a decline in 
exports. 
3 . 4.1 The Cause of ExternaJ Imbalance under Fixed Exchange Rates 
As def ined above, the balance of paymen ts is cons idered by the 
monetarists to be essentially a monetary phenomenon. They regard the 
relation0ilip between the demand for and the supply of money as the 
critical determinant of the balance of payments. The approach rests on 
the basi c premise that, for any country over the 10ng-run,3 there exists 
a st~ble demand function for money as a stock. In its simplest 
formulation. the demand for real money balances is a stable, linearly 
homogen e ou s function of real income. 
Thi s function may be obtained from a moce general formulation by 
th e fol Jowing st e ps: 
Th e amount of nom .inal money balances demanded (Md) is a function 
(L) of th e pri c e level (P), real income (y), and the interest rat e (i). 
Thus a ge ne ra] formllJatjon of the demand for money function is: 
Md = L(P.y,i) (3. 3 ) 
Other thjngs being equal. an increase in the price level or in r ea J 
income increases the demand for nominal money balances, because there i s 
a larger value of transactions, or nominal income to be financed. An 
increa e in the rate of interest decreases the demand for money 
baJances. because it rajses the opportunity cost of holding money. Th e se 
- - - - - ----- --------
2Connolly & Taylor,1976 
3a period longer than a year but shorter than a decade 
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relationships are postulated generally by monetarists and nonmonetarists 
ali ke . 
The sup p] y of nominal money (Ms) is the product of the money 
mul t ip lier (m). a nd the monetary ba s e (8) 1 the latter sometimes called 
hi gh- powe r ed money: 
~f s = m. 8 (3.4) 
This is called the "monetary-base" ide ntity. 
The money ml11tiplier which represents the extent of multiple credit 
c rea t ion 0 nth epa r t 0 f the com met' cia I ban kin g s y s t em. 1 s so met i me s 
assumed to be constant. Alternatively, 't-1 '- is assumed tha t the money 
multiplier does not systematically change in response to changes in the 
monetary base, because the two variables are subject to different 
i nf luences. The monetary base i tsel f has two components: a domestic 
component (D). consisting of credit created by the monetary authorities, 
and an in te rna i ona 1 componen t (R). he domestic-currency value of the 
jnternational reserves of the government and centra] bank. The 
international component can be increased or decreased by any inflow or 
ou flo~ (respec jveJy) of reserves from or to foreign countries when the 
balance of payments is in a surplus or a deficit. It can also change 
wi h excilange-rate varia , jons. In ,heory internatioI131 reserves (R) are 
defined in accordance ~\' i til the component elements of the 
monetary-base-effect . In notational form. 
8 = 0 - R (3.5) 
As a most general formulation, the monetary approach. identifies 
balance-of - pa ments disequilibria with adjustment in the money market. 
Paymen s imhalances are rooTed in thejr relationshjp be ween the demand 
or and supply of money. Monetaris s postula e ha ,here is always a 
oKaros equilibrium In he money market. that is, toward 
equa 1 i_be w en he sock demand for money ( :vId) and stock supply of 
money (~s). wher h la ter is generated by he eqllation, 
Ms = m(D + R) (3.6) 
Therefore. money- market equilibrium is described by the equation, 
Md = m (0 + R). 
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Assuming. for simplicity, a constant money muJtiplier (m). changes 
in the dema nd f or money (Md) and in the domes tic componen t of the 
monetary base (D) are the active ingredients that can pull the money 
market out of equilibrium. It is changes in the international component 
of the monetary base (R) that restore or majntain money market 
equilibrium under fixed exchange rates. Such changes (ll.R) constitute 
balance of payments deficits or surpluses. 
Monetarist literature includes three specific formulations of the 
process of adjustment in the money market. Two of the models relate to 
the fixed exchange rates and the third to floating rates. The first 
fixed-rate model views balance-of -payments disequilibrium, considered 
here to be a change in stock rather than a flow variable. as a 
discrepancy between stock demand for and supply of money. Converting the 
equilibrium condition (3.6) to a once-and-for all change in stock 
(rather than a continuous flow), one obtains 
m~R = ~Md - ~D (3.7) 
Change in the domestic-source money supply (0) or in money demanded 
(Md) can occur quick] y, by means of ei ther open-market operations or 
changes ill the arguments of the demand-far-money function. These changes 
give rise to an excess stock demand for money (posi tive divergence 
between tiMd and mL'l.D. the right - hand side of equation (3.7)) or an excess 
stock supply of money (negative divergence between the two variables). 
The equilibrating factor that restores stock equilibrium of money 
demand and supply is ~R. the once and for all change in the 
international component of the monetary base . But this adjustment takes 
tim. Monetarists do not specify the length of time required for the 
full ~R to occur and therefore for money - market equilibrium - equation 
3.6 - to be restored. 
It is i mportan t to 
es pec ia 11 y llR are not to 
emphasize that 
be interpreted 
the 
as 
variables 
continuos 
flMd, 
flows 
llD, 
in 
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and 
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model. Rather, they are once-and-for all changes in stocks. Since the llR 
adjustment can take many years, only a fraction of it would occur in any 
given year as temporary balance-of-payments flows. It is this model that 
monetarists general e mploy in their theoretical and policy analysis. 
A second, less frequently used formulation involves continuous 
money - market equilibrium maintained by a continuous payment imbalance . 
This can be shown by the equation 
mR = Md - mD (3.8) 
where dotted variables are expressed in rate-of-change form. 
Equation (3.8) models a situation in which there are slow. continuous 
changes in the demand for money (Md) or domestic credit (D), giving rIse 
to a co ntinuous balance-of-payments deficit or surplus. The latter flow 
imbaJance in turn maintains continuous money-market equilibrium in both 
the stock. equation (3.6), and flow, equation (3.7). senses. 
The other model which pertains strictly to floating exchange rate 
involves continuos stock equilibrium in the money market combined with 
continuous balance of payments equilibrium. 
Consider the model portrayed by equation (3.6). Demand for money 
can be satisfied eithe r from domestic or international sources. Thus. if 
the demand for money rises (say because of an increase of the eate of 
growth of real income) while the domestic component remains unchanged. 
the excess demand would be satisfied by an increase in international 
component, that is. by drawing international funds into the country. 
That con titutes a balance of payments surplus. 
In g neral. any change in the domestic component of the monetary 
base is ultimately offset by an equal and opposite change in 
int rnationaJ reserve co mp onent through the balance of payments. An 
important assumption underlying this fundamental monetarist proposition 
is that money demand is a stable function of very few variables. and 
20 
that these variables are independent of the factors that influence money 
supp} y. In other words , nothing in the change in the domestic component 
of the monetary base would affect the demand for money. 
A surplus or def ici t in the balance of payments ref lects stock 
disequilibrium between demand for and supply of money. A surplus occurs 
when the demand exceeds the money stock. 
If the excess demand for money is not satisfied from domestic 
sources (i.e. ,by an increase in D), funds will be attracted from abroad 
to satisfy it. Such an inflow can be generated by a surplus in commodity 
trade or service account, direct investment by foreign compani es, or an 
attraction of private long-term or short-term portfolio funds. Howev e r, 
assuming no intervention by the monetary authorities to ' sterilize' the 
res u 1 tin gin f 1 mv 0 f fun d s ( by red u c i n g 0 ins t e p wit h the inc t' e as e i n 
R), such a surplus is necessarily temporary and self-correcting. It will 
continue only until the money stock rises to the level necessary to 
satisfy the demand for money balances, that is, until the excess demand 
for money is eliminated. 
The feature responsible for the self-correction is that th e demand 
function for money relates to money as a stock and not as a flow. When 
the desired stock is reached, the inflow of foreign funds the 
counterpart and cause of external surplus - ceases and so does the 
balance of payments surplus. Under two circumstances, a surplus can be 
more than temporary. In the first model, equation (3.7), thi s would 
occur when official sterilization of the incoming funds prevents the 
monetary base and hence the money stock. from rising to the desired 
level. Alternatively, in the second model , equation (3.8) , it could be 
caused by a continuous increase in the demand for money (Md) over and 
above the rise in domestic component of the money supply (mD). Such an 
increase can be brought about by a continuous rate of increase in money 
income in excess of the rate of growth in the domestic component of the 
money supply. 
Re urning to the first model, a balance of payments deficit 
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ref lects excess suppl y of money as a stock. When the stock of money 
exceeds the demand for money balances, people try to get rid of the 
excess supply. They do that by increasing purchases of foreign goods and 
services, by investing abroad, or by transferring short-term funds 
abroad to acquire foreign assets. Thus the deficit is viewed as a 
spillover of the excess supply of money. 
The defici t is temporary and self-correcting. provided that the 
monetary authorities do not repJace the outflowing funds by creating new 
domestic credit (by increasing D in accordance with a sterilization 
policy) . Th e deficit will last only until the excess supply is 
dissipated abroad and will stop when stock equilibrium in the money 
market is restored - when the total money stock declines to the level of 
desired mon ey balances . Continuous deficit is possibl e only if a policy 
of complete sterilization is followed by the monetar y authorities or 
(under the second model) , if the condition causing the excess supply of 
money persi sts. Such a condi tion could be a growth ra tc in the domestic 
source money supply in excess in growt h rate in money income. 
The self -co rrecting apparatus outlined above takes time. Except for 
hints that the period required could be a year or a decade. the monetary 
approach is silent on the dynamic process that the economy must undergo 
to reach it. It is concerned strictly with the final. long-run 
equjjjbrium posjtjon. 
Clearly money plays a central role in the approach. It is viewed as 
an active agent and not merely as fulfilling a passive role in 
transactjons. In other words, the crucial decision of individuals and 
institutions co ncerns the adequacy of their money balances. Their demand 
for such balan ces relative to supply determines the level of their 
expenditures on goods and services . Indeed aggregate spending is a 
function of real balan ces and not income. 
Domestically, the monetary approach implies that under fixed 
excha nge rates a country has no control over its morley supply. The money 
supp 1 y is endogenous r a ther than an exogenous or po 1 icy val' iab Ie. The 
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pursuit of any domestic objective, such as price stability, by altering 
the domestic component of the monetary base will be frustrated by 
offsetting changes in the international component through reserve flows. 
If a country is unable to pursue sterilization policies, all the 
government can do is control the composition of the money supply, not 
its leveJ. In precise terms, the government can not determine the level 
of the monetary base into its domestic (0) and foreign (R) component. A 
change in D will produce an equivalent and opposite change in Runless 
there is a change in either the money multiplier or the demand for 
money. And the direction of causation is from 0 to R and not the other 
way around. It should be emphasized that demand for and supply of money 
are considered to be independent of money- market conditions. Therefore 
a change in n does not in itself bring about a change in money demand on 
the money multipJier. 
3.4.2 Fluctuating Exchange Rates 
According to bot.h monetarists and nonmonetarists, freely floating 
exchange rates maintain equilibrium in the balance of payments. Since 
reserve chang~ s (6R) are held at zero, the monetary authorities maintain 
control ovet' the money stock. In the fixed-exchange-rate case such 
control is absent, because any change in the domestic component of the 
monetar y base (D) is offset by a change in the international component 
(R). Thus, the nomina] money supply, an endogenous var iable when the 
country1s currency floats ft'eely in the foreign excllange market. 
Monetarj sts emphasize that floating rates are unnecessary for the 
maintenance of balance-of-payments equilibrium in the long run . Because 
jmba1an ces arc self - correcting even under fixed exchange rates, a 
prefer'ence for a fixed-rate system is indicated . 
While the adjustment of a balance-of - payments deficit or surplus 
takes place via money - market equilibrium under both fixed and floating 
rale sy~tems, there is a difference on how thjs equilibrium is attained. 
Under fixed exchange rates. quantity of money adjusts gradually through 
reserve flows to bring equaJity between actual and desired money stock. 
Under floating rates, money market equilibrium occurs quickly, if not 
instantaneousJy through domestic price changes that alter the valuation 
of the money stock. 
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3.4.3 Determination of Market Exchange Rates 
Whatever causes a balance-of-payments deficit under a fixed 
exchange rate will result in a depreciation of a floating currency; 
whatever causes a balance of payments surplus under a fixed rate will 
result in an appreciation of a floating currency. In a regime of managed 
floating, the first set of jnfluences will cause a combination of 
currency depreciation and reserve losses while the second set will cause 
a combination of currency appreciation and reserve gains. 
In accordance with the general principles of the monetary approach, 
exchange rates are regarded as the relatjve prices of different national 
moneys. They are determined by equilibrium conditions between demand for 
and supply of the stocks, rather than flows, of various nationaJ moneys. 
Under freely floating exchange rates, the fOt'eign-source component of 
the llIoney supply is fixed, so that the demand for money can be satisfied 
only from domestic-credit component. 
Absent from the mainstream of the monetarist literature however is 
recognition of the relationship between monetary and fiscal policy . In 
pal'ticular, the amount of domestic credit created C~D) is exactly equal 
o he governmentts budget deficit less borrowing from the private 
sector, either domestic or foreign. Nearly all adherents to the monetary 
appr'oach view monetary policy as active and fiscal policy as passive. 
Therefore, they ignore the fiscal aspect of cr-eating domestic credi t. 
The issue is whether the monetary or fiscal authorities deter'mine !:J.D. Is 
domestic credit cceation pucely a monetary-policy variable or is it 
determined hy fiscal policy? 
3.5 Policy Implications 
Since external imbalances are viewed as self-correcting, balance of 
payments poiicies are generally unnecessary. They are also considered 
ineffective. except in the short - run. The only possible long- run remedy 
to C1 def ici t is a reduction in the rate of credi t creation, that is in 
the rate of lI1creaSe in D. In any case, the. effectiveness of the balance 
of payments measures must be evaluated in the light of their effect on 
money - market equilibrium. 
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3.5.1 Devaluation 
Only through possible effects on the demand for and supply of money 
balances can devaluation have an impact on balance of payments. Through 
its direct effect. devaluation rajses domestic-currency prices of 
importables and exportables. The general price rise increases the demand 
for nomina] money balances, which is a stable function of money income. 
If that stock demand is not satisfied from domestic sources (i.e., by 
domestic credjt expansion, by increasing D), an inflow of money from 
abroad will occur, producing a balance of payments surplus and therefore 
a gaj n in international reserves. Devaluation reduces real domestic 
balances and forces residents to restore them through the international 
credit or commodity markets. However, the resulting balance of payments 
surplus continues only until the stock money-market equilibrium is 
restored . In other words, the effect of devaluation is strictly 
tra nsitocy. In the long run, devaluation has no effect on t'eal economic 
variables : it merely raises the price level. 
By the same reasoning, revaluation or curcency appreciation 
prod uc es a transitory balance of payments defjcit by lowering domestic 
pcices. The demand for monetary balances is thereby reduced, producing a 
stock excess supply of money. 
Exchange-rate changes therefore are incapable of bringing about 
last ing change in the balance of payments posi tion. Operating strictly 
through the domestjc price level they produce a temporary stock 
disequilibrium in the money market and can create a surplus or a deficit 
that lasts only until money market equilibrium is restored. Furthermore 
since all external disequilibria produced under fixed exchange rates are 
se] f - cor recting through currency flows, the adherent to the monetary 
approac h viewed exchange-rate changes as unnecessary. It must be 
acknowledged however, that devaJuation hastens the process of restoring 
balance of payments equilibrium by absorbing excess money balances. 
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3.5.2 Tariffs, Quotas, and Exchange Controls 
Because a tariff increases domestic prices, it raises the demand 
for nominal money balances . If that demand is not satisfied from 
domestic sources, that is, by an increase in 0, it will produce a 
transitory balance of payments surplus until money-market stock 
equiJibrium is restored. Any exogenous rise in domestic prices not 
accompanied by expansion of the domestic component of the monetary base 
will have the same consequence. 
Imporl quotas directJy restrict the voJume of imports and therefore 
increase their price in the importing country. This raises the demand 
for nomina] money balances and creates a transjtory baJance of payments 
surplus, lasting until money market stock equilibrium is restored. 
Exchange control is a mechanism of rationing of foreign currencies 
while maintaining an overvalued domestic cur'rency. By restricting a 
foreign currency allocation for imports. the government reduces the 
volume of imports below it free market level. This raises the domestic 
prices of importables and, through substitution. the general price 
level. The consequence is a rise in stock demand for money balances. In 
the absence of an increase in 0, this increased demand will be satisfied 
from abroad, producing a balance of payments surplus or reducing the 
defici t. This effect is however temporary, lasting only until 
money-market stack equilibrium is restored. 
3.5.3 Effects on Commodity Markets 
We have shown that monetarists view devaluation and various forms 
of trade and payments restrictions as affecting the halance of payments 
only to the extent that they raise domestic prices, and the rise is not 
offset by domesti c credi t expansion. However, any effect is purely 
temporary. Because its entire focus is on the money market, the monetary 
approach does not expJain the temporary nature of this effect in terms 
of factors operating on the commodity market. In fact. it is completely 
siJent on this issu A possible explanatioll, III terms of commodity 
marke s is as follows: Devalun. · ion. tar iffs, quotas, and exchange 
controJ all improve the balance of payments by restricting imports; in 
the process, they raise the internal prices of importables relative to 
26 
exportables. This change the consumption mix away from importables in 
favour of exportables, while the production mix shifts in the opposjte 
direction, from exportables to import substi tutes. As a resul t. exports 
eventually decline to the new lower Jevel of imports. 
3.5.4 Economic Growth 
When the economy is growing in reaJ terms wi th an unchanged PI' i ce 
level, there is growth in the demand for real. and theI'efot'e nominal, 
money baJ ance. The portion of this growth not suppl ied [I'om domes t j c 
sources is I'eflected in bal ance of payments SUI'plus. UndeI' t h e ~i m plest 
for m of the money - demand function. a deficit mu st develop if the rate of 
expansion in the domesti c component of the monetary base exceeds the 
growth rate in real incom e . 
The monetarist s maintain ed that t he growth rate in a country IS 
reserves will be faster than the g I'owth rate in the WOI'ld I S reserve if 
the cou ntry's real growth rat e is faster than the world rea] growth 
rate. 
This assert jon of a posi tive rel ation between th e rate of income 
growth a nd balance of payments . ot her things being equa l . is directly 
opposed to the prediction of th e income / absorption theory of the balance 
of payments, where impor ts are a function of income. However, the income 
absorption predjction refers onJy to t h e balance on Cllrrent account. 
3.5.5 Change in the Pri ce Level 
An exogenous ris e in the prjce Jevel such as the one caused by 
quadrupled e nergy prices , with real income h e l d constant, increased the 
demand for money in accordanc e with the demand for mone y function. The 
portion of this increase not supplied from domestic sources is reflected 
in a balan ce of payments surplus. As in the case of economj c growth, 
this resul ts conflicts wi th the tradi tional approaches. whi ch forecast, 
rather, a deterioration in th e balan ce of payments . Again the 
traditional prediction refers strictly to the cur rent account component 
of the balance of payments and can be r econciled with the monetarist 
result via the capital account. 
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3.5.6 Change in the Rate of Interest 
An increase in the domestic rate of interest raises the opportunity 
cost of holding money, producing a decrease in the demand for money . The 
resulting excess supply of money is dissipated abroad in the form of an 
external deficit, lasting until stock equilibrium is restored. 
Conversely, a decline in the domestic interest rate lowers the 
opportunity cost of holding money, producing an excess demand for money. 
In turn, that creates a balanc e of payments surplus , which lasts until 
the stock imbalance is eliminated. 
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CHAPTER 4 
DEMAND FOR MONEY IN FIJI 
A substantial body of literature is based on the proposition that 
the demand for money depends stably and predictably on a few variables; 
the level of income. the rate of interest and changes in the price level 
being the most important ones. Perhaps one could ask how much of the 
variation In the quanti ty of money demanded in an economy could be 
explained by reference to variations in these variables. This can, of 
course. be done through an empirical study. Were it to turn out that all 
the variations In the demand for money could be explained by the 
variables in question, it might be concluded that the theory is a 
perfect one. 
4.1 Theories of the Demand for Money 
Two interrelated characteristics of money are usually emphasized in 
theories that set it apart from other goods. The first is that money is 
acceptable as a means of exchange for goods and services, and secondly 
is that its market value is highly predictable. These two 
characteristics of money are collectively called liquidity and even 
though other assets may also possess them in varying degrees, money is 
stjlJ the most liquid of assets. Because of costs in buying and selling 
income earning assets, because the pr ice of such assets is uncertain, 
and because money is always readily acceptable in any transaction, it 
come to be held. 
Unlike Fisher's approach which asked what determined the amount of 
money an economy needed to carry out a given volume of transaction, the 
Camb ridge approach theory of demand for money looks at the problem of 
money holding in an economy, and asked what determine the amount of 
money an individual would wish to hold given that the desire to 
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undertake transactions makes money holding desirable. This approach 
seeks to simplify things by assuming that for an individual, the level 
of weal th, the volume of transactions and the level of income could be 
in stable proportion to one another. It then argued that, other things 
being equal, the demand for money in nominal terms would be proportional 
to the nomjnaJ level of income for each individual and hence for the 
aggregate economy as well. 
Keynes (1936) deve loped the Cambr idge approach to the probl em of 
demand for money and he analysed the motives that lead people to hold 
money. Hjs analysis arrives at quite different conclusions to those of 
Fisher. While Fisher implicitly regards the demand for money as being 
insensitive to the rate of interest and stably related to the volume of 
transactions (and hence of income) in the shot't run, Keynes postulated 
that when the rate of jnterest is expected to fall. the demand for money 
is relatively low since people hold bonds and other assets in 
anticipation of capital gajns: when it is expected to rise, however. the 
demand for money is greater as people seek to avoid capital losses on 
hoJdjng balds. 
So unlike Fisher and the earlier Cambridge school of thoughts who 
see money as a universally acceptable means of exchange. Keynes 
recognized that the three motives that underlie the demand for money are 
the transaction motive, the precautionary motive and the speculative 
motive. He confined the transactions motive to describing the necessity 
of hoJding cash to bridge the gap between receipts and pJanned regular 
payments. He called the motive to cover those holdings of money that 
aJlowed the economic units to make those payments that cannot be 
considered regular and planned such as making purchases at unexpectedly 
favorable prices. the precautionary motive. Keynes1s analysis also 
recognized that the chief importance of interest is to be found in the 
role it pJ ays in determining the speculati ve demand for money. So, 
Keynes, though willing to agree that the demand for money was stable. 
also found reason to believe that the demand for money in total could be 
dominat d by speculative behavior to such a degree as to make 
predj ctions about it based on transactions and precautionary moti ves 
alone totally inadequate. 
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The Modern Quantity Theory, which is comprehensively dealt with in 
the work of Milton Friedman (e.g. 1959) makes the theory of demand the 
explicit starting point of the analysis. Friedman's contribution to the 
monetary theory draws attention away from the motives that prompt the 
holding of money and - taking for granted the fact that people hold 
money - carefully analyse the factors that determine how much money 
people will want to hold under various circumstances. 
Friedman begins by postulating that money, like any other asset, 
yields a flow of services to the person who holds it. Thus the 
opportunj ty cost of holding money IS the income to be earned from 
holding bonds and equity (in the sense of durable goods yj_elding a 
serv ice income to th e j I' owners as we] 1 as corpora te stock). So, the 
principle of the diminishing marginal rate of substitution between money 
and other assets ensures that if the return on any of these other assets 
rises, the demand for money will fall. Now the return on these other 
assets has two components to it. First the interest income yield by them 
must be considered, but so also must be the way in which the market 
prices are expected to vary, for a forgone capi taJ gaj n (loss) is as 
mu ch a part of the opportunity cost of holding money as is interest. As 
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the price of income earning assets varie~ersely with the market rate 
of in t ere s t , the ex p e c ted per c e n tag e t' ate a f c han g e oft his I' ate of 
interest may be used to measure the expected rate of capital gain and 
loss upon holding other assets. And the percentage rate of change of the 
rate of interest, is of course opposite in sign to the rate of capital 
gain (loss). 
Though we have taJked about the rates of return on various assets 
as separate variables, it should be obvious that a change in one rate of 
return wjll lead to all others also changing. If the rate of return on 
bonds rises, for example, they will become more attractive to hold so 
people wi]] try to exchallge other assets such as equities for them, thus 
bidding up their price and bidding down the price of equities, 
continujng to do so until the rales of return on various assets are 
brought back into an equilibrium relationship. 
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If the price level rises the real value of money holdings, 
denominated as they are in real terms, must fall, and vice-versa. Rising 
or falling price levels provide a return to money holding, which in the 
former case wi]] be negative and in the latter case posi tive. The 
expected rate of change of the price level must be interpreted as an 
expected rate of return to money holding and, other things being equal, 
the higher is the expected rate of return to money holding the more of 
it wj]l be held and the lower it IS the less will be held. Thus the 
expected rate of change of the price level becomes a potentially 
important variable in the demand for money function. 
Thus this theory specifies certai n variables as being important 
determinants of the demand for money, and also specifies the sign of the 
relationship that the demand for money might be expected to bear toward 
them. 
Modern theoretical work on the transactions demand for money are 
due mainly to Baumol (1956) and Tobin (1959) who draw more precise 
implications about the variables that determine it. They developed the 
Keynesian demand for money function and make transactions and 
precautionary halances functions of the level of income and speculative 
b a 1 a n c e s a fun c t ion 0 f the cur t' e n t rat e 0 fin t ere s t , and the 1 eve 1 0 f 
wealth. These relatjonsnips are thought of as being additive. We then 
get. a s the d e man d f 0 T' III 0 n e y (w i t h W rep res en tin g rea 1 we a 1 t h) , 
~1d ::: [kY ~ A ( r ) (W ) J P 
4.2 The Money Concept 
There is no ~ harp distinction between "money" and "other assets". 
However the theories that are explicitly based on the transactions 
motive for holding money emphasize the proposition that a demand for 
money exis s because unlike other assets, money is highly liquid 
relative to the others. Such theories are theories of the demand for 
assets that are readily acceptable and transferable in everyday 
transac Ions and the money concept to which they appJ yare currency and 
demand deposits at commercial banks. The sum of these assets available 
to the public at any time must constitute the relevant measure of the 
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money stock so far as concerns theories of the transactions demand for 
money. 
Currency and demand deposits although they have the characteristic 
as a means of exchange, are not the only assets that possess it. Time 
deposlls and deposits at savings banks may be just as much money also. 
Theori.es which simply rest on the general proposition that money 
yields a [low o[ servjces to those who hold it also raises difficulties. 
Every assets yields services to its owner, and in defining one set of 
assets as money and another as not being money. one j s rea] ly arguing 
that the services yielded by the various assets in the first category 
are sufficjently similar to one another to make it possible to treat 
them as if they were all one asset. 
In the context of this more general approach to the problem of the 
demand for money, the correct definition of money becomes an empirical 
matter. Meltzer (1963) argued that the Ml (currency plus demand 
deposits) definition of money i s equally stable as the M2 (Ml plus time 
deposits) definition of money posed by Friedman. Since the coefficjent 
of determination (R-Squared) for the two regression equations: Ml and M2 
came out very cJose, Meltzer concludes that Ml is an equaJly appropriate 
definition of money. Chetty (1969) argued that M2 is a better and more 
stabl definj tion of money as M2 gave the lowes t mean squared error. 
Thus the two def ini tions of money Ml and M2 have been emp toyed in the 
course of testing theories of the demand for money in this study_ 
4 . 3 Mai n Iss ues i n t he De mand for Money Specification 
The main economic issues in est ima t ing the demand for money was 
listed by Goldfeld (1976): 
(a) What should be the appropriate scale variable: current income, 
permanent income, or wealth? 
(b) Is the rate of interest as opportunity cost of holding money an 
important explanatory variable? 
(c) 00 inflation rates have an independellt role in the demand for 
money function? 
(d) Are there economies of scale in cash holding? 
(e) Does growing monetization of the economy affect the demand for 
money? 
(f) Is the demand for money a stable function? 
4.3.1 Scale Variable 
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Lj ttle guj dance is offered by the economic theory in answer ing 
these questions. There is also controversy on empirical evidence. Feige 
and Pearce (1977), for example, address the question (a) in their survey 
by saying that selection of current income as scale variable may suggest 
greater emphasis on the transactive motive for' cash balance holdings, 
whe reas permanen t income or wea I th places grea te l' emphas is on the asset 
portfoljo behavior. Hence the chojce of the appropriate scaJe in 
estimating the demand for money is an empirical issue. 
If income is the appropriate scale variable. which of the foJlowing 
measures income accurately Gross Domestic Product (GOP), Gr'oss 
a 1. ion a J Ex pen d i t u r e (G N E), 0 rNa t ion a lIn com e (N T )? \'V hat i s the inc 0 m e 
e las tic i t y 0 f de man d ? I s z t g t' eat e r t han 0 n e i n d i cat i n g m 0 n e y a s a 
luxury good (Friedman), less than one indicatjng economjes of scaJe in 
holding cash balances (8aumol-Tobin) or' equal to one (Classical and 
Keynesian)? 
4.3.2 Interest Variable 
It has been firmly established theoretically, that the interest 
rate has an important role in the determination of the demand for money 
as an asset. There is. however. no agreement as to which interest rate 
is the relevant measure of the opportuni ty cost of holding money. 
LaidJer (1969) stated in his survey of literature on the demand for 
money that nothing is firmly settled in the choice between long-run and 
short - run interest rates. Feige and Pearce (1977) maintained that on 
theoretical grounds one would include all possible candidates: the rate 
on bank time deposi ts. treasury bi lIs. etc. The Neo-Keynesj ans tend to 
tak the short-run interest rate. because they are more interested in 
the shor - run processes of the economy. They tend to focus on 
tran actions demand and shot' - run portfolio adjustments . The 
mon t.arisls on the other hand. treat the demand [or mon ey like the 
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de mand for any durable good because they see money as part of an 
individual's assets. So, since they are more interested in longer time 
horizon. the monetarists tend to include the long run rate. 
4.3.3 Prjce Variable 
Inclusion of (the expected) inflation rate in the demand for money 
is also controversial. According to Ando and Shell (1972), inflationary 
expectations are already reflected in the nominal interest rate and thus 
indirectly affect the demand for money. On the co ntrary, in the 
theoretical writing in 
t h e expected inflation 
the demand for money in the Chicago tradi tion, 
rate is given a predominant role since, to 
mon eta rists , money serves as alternative fo r physical goods. In studying 
cases of hyperinflation in many countries. Cagan (1956) argued that the 
quantity of rea ] cash balances tends to decljne in countrjes wjth high 
inflation ra tes. This however is an empirical matter' as there ar'e cases 
in which even mild inflation can lead to a decJ inc in demand for real 
cash balances. 
4.3.4 Economies o f Scale 
The issue of economi es of scale of cash holdjng is an empir .ical 
matter. Gener'ally. however, an income elasticity of demand for money 
greate r than uni ty suggest.s the ahsence of economi es of scale while one 
less than unit y indicates their presence. Both Baumol and Tobin. deduce 
from their models that there are economies of scale in holding 
transaction balances. Friedman's empirical findings suggest that money 
is a "]uxury" and that the relevant elasticjty is greater than unity. 
There is however no real conflict on this issue as money call be a luxury 
jn the absence of economies of scale. For example. in a country like 
Fiji with wel l established financial institutions. even though there are 
economies of scale in cash holding, money may be treated as a luxury 
good. One aspect of this 'luxury' attribute of money is to be found in 
its growing us e as an ecocnomy exrands. As it does so. the economy 
becomes more monetised and subsistence production decines in relative 
importance. Great r variety of consumption can onJy he obtaned wjth a 
g r eater use of money. 
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4.3.5 Stable Money Function 
A stable demand for money function is meanjngful for poJicy- makers 
in forecasting money supply, prices and other related mact'o -economic 
variahJes. 
The usual criteria of hjgh t - ratjos and hi gh R- squared values do 
not preclude significant shifts in the estimated coefficients between 
djfferent sub- periods. It is d esjr~ble to check for such shifts in order 
to get some feeling for the stability over time of the demand for money. 
The Chow test is used to test the stahility of the demand for money 
function by testing a set of t'egression coeffic ients whether they will 
remain the same over two (or marc) periods. The null hypothesis 
therefore is that no change in structure has occurred. 
The Chow test has substantict] economic interest. The question of 
s tab iIi t Y 0 vel' t i In e 0 f the e sse n t i alp a ram e t e t' S 0 f the de rna n d for m 0 n e y 
has implications for: 
(a) Varjations in the growth rate of some monetary aggregate are 
frequently cited as prima facie evidence that monetary policy has been 
destabjlizjng. This argument is vit.i(lted if the parameters of the 
demand function for money have shifted. 
(b) The only way to test the forecasting ability of an equation is 
to examine how well it would have forecast in the past. This call be done 
by extrapolating wi th the estimates for one sub - period into another 
sub-period and observing the prediction errors. 
(c) Policy decisions are often predicated on a view as to the 
nature of certain crucial relationships. Clearly, the policy - maker 
should be mad e a ware of such parametric changes in the relevant 
functions that have taken place in the past. if any changes are found. 
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4.4 Finding a Stable Demand Function for Money for Fiji 
4.4.1 Data Source 
The data for determining the demand for money for Fiji came from 
the International Financial Statistics Yearbook 1985, of the IMF for the 
period 1961 - 1984. Since annual data are used, it has been assumed that 
either the adjustment of desired and actual money holding is 
instantaneous or such that it is fully adjusted within the year. 
4.4.2 Functional Form 
AJthough the demand for money in the literature is domjnated by 
three functional forms of: the linear additive type, log--linear type, 
and the linear - non-addj tive type, the log-linear form is the one most 
commonl y us ed_ The log-linear form is co nsidered by most economists as 
the most appropr 1a te because it assumes constant rates of change a.nd 
also becaus e it allows one to test some of the important hypothesis 
easily. Conventjonally, econom.i.c var.iables are treated as rates of 
change, thus, for the purpose of this study the log-linear form is used. 
4.4.3 Estimation Procedure 
The singJe equation estimation method has been used, thereby 
implicitly assuming that the independent variables are exogenously 
determined in the sense of being independent of the error term .in the 
demand for money equa tion, and the reverse connection for money to 
income and interest rates and other variables did not exist. The results 
were obtained with ordinary least squares (OLS) , using the 
Cochrane - Or c utt technique to correct for serial correlation. 
4.4.4 Specification of the Demand for Money Function 
The empirical literature on the specification of the demand for 
money ha s given attention to income, interest rate and expected rate of 
inf latj on as arguments in the function. Conventionally therefore, the 
desired demand for real balances is assumed to be a function of real 
Jncome, interest rate and expected inflation as foJlows: 
d ]n(M / P)t = + + 
where M = stock of nominaJ money; 
+ 
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P = price level; 
R = interest rate; 
Y = real income; 
Ir = expected rate of jnflation as the opportunity 
cost of holding money relative to real goods; 
The superscript d represents desired demand and subscript t refers to 
time. 
Th above expressj on (1) assumes that there is an instantaneous 
money market equilibrium and hence the stock of nominal money is 
considered as a proxy for the demand for money. 
In practice however, the assumption of instantaneous adjustment 
between desired money and actual money holdings may not be feasible. The 
usual distinction therefore is made between long and short run behavior 
in the money market wi th a long run function def ined in terms of an 
* aggregate desired cash balance. Mt' so that 
(4.2) 
and a partiaJ adjustment model of actual cash baJances towards this 
desir d level of the form. 
* lnM t - lnM t _ 1 = a(JnM t - lnMt _ l ) (4.3) 
where 0 < a < 1 
When equatj on (4.2) and (4.3) are combined, the short run function 
is derived for estimation purposes as follows, 
M = J3 Vaal Raa2 (Ir)a
t
a3 I - a 
t t t Mt - 1 (4 . 4) 
T h T' e i s nola gin ad jus t men t i f a 1. The closer to uni ty th e 
value of a, the greater the proportion of any discrepancy between actual 
and desired balances that is made up in the course of the given period. 
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Thus under money market equilibrium, a = 1, and the expression (4.4) is 
identically the same as equation (4.2). 
4.4.5 ModeJs to be Tested 
In order to find a stable demand for money function for Fiji, the 
following models are tested in various combinations using both real and 
nomina] terms for the money, income, interest rate and price variations. 
( 1) 1 nM 1 
(2) lnM2 
(3) 1 nRMl 
( 4) I nRM 1 
(5) InRM2 
( 6) 1 nRM2 
(7) 1nMl 
(8) 1 nM2 
(9) InRMl 
( 10) 1 nRMl 
(11) InRM2 
(12 InRM2 
where, 
= + + 
= + + 
= + + 
= + + 
= + a 1 lnYr + 
= + + 
= + + + 
= + + + 
+ + + 
= + + + 
= + + + 
+ + + + 
M1 = Currency plus Demand Deposits; 
M2 = MJ plus Time Deposits; 
RM1 = Real M1; 
RM2 Real M2; 
Yn = Gross National Product; 
Yr = Real Gross National Product; 
Rn = Nominal Interest Rate; 
Rr = Real Interest Rate; 
II' = Change in CPI; 
4.5 Empi r i ca l Re sults 
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With regard to income. GNP is taken as an argument in the mod els 
rather than GOP because the desire of the people to hold money depe nd s 
on the income they rece i ve and not the domes ti c economic act i vi ty of 
Fiji. Bank rate (short term) is used as no data is available on macket 
rates for the whole period of the study. It is expected therefore that 
t his rat e w ill not ref 1 e c t the con d i t.i 0 n 0 f fin a n cia i mac k e tin a t t' U i y 
perfect competitive sense since bank rates ace set by the monetary 
authorities. 
4.5.1 Empirical Definition of Money 
Of the 12 equations regcessed, 
signif icant. 
only 4 are statistically 
Money demand equations are defjn ed in nominal and real terms and 
are estimated using the above-mentioned twelve functional equations 
using M1 and M2 definitions of mon ey. Regression results in tables 4-1 
a nd 4-2 indicate that M2 is a better definition of money than Ml for 
Fiji in terms of R- squared and t-ratjos. This is to be expected as titere 
has been a shift in money holding from money to quasi-money (see figllre 
4-1 ) . 
4.5.2 Income Elasticity for Demand for Money 
It can be seen from tables 4-1 and 4 - 2 t ha t for the narrow 
definition of money (MJ). he income elasticities are less than unity 
with the real equations having lower values and nominal ones having 
higher values thereby indicating eco nomi es of scale for those parts of 
M2 that are held primarily for transaction purposes thougll not as low as 
0 .50 as predicted by Baumol - Tobin Mod els. 
The broader definition of money (M2) have higher income 
Table 4 - 1 : Ordinary Least Squares Estimates 1961 - 2 to 1983- 4 
NOMINAL MONEY EQUATIONS 
------------------------------------------------------------------
Dependent 
Variable Intercpt 
Elasticity Parameters 
Yn Rn Ir D.W. 
------------------------------------------------------------------
InMl 
InM2 
InM1 
1nM2 
-0.507 
( 1 .55 ) 
- 1.627 
(7.05) 
- 0.838 
(2.25) 
-1. 862 
(6.85) 
0.789** 
(18.36) 
1.049** 
(39.49) 
0.866* * 
(14.31) 
1.102** 
(24.34) 
-0 .023 
(0.12) 
0.180 
(1.32) 
-0 .031 
(0.16) 
0.177 
(1.25) 
0.9587 
0.9904 
-0.022 0 . 9554 
(2.01) 
- 0.014 0.9917 
(1 .28 ) 
1.875 
1.832 
1.851 
1.855 
-------------------------------------------------- -----------------
Source: Regression Equations 
Note: 
- figures jn paren thesis are t-val ues 
** significant at 99% level 
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Table 4 - 2: Ordinary Least Square Estimates 1961 - 1984 
REAL MONEY EQUATIONS 
------------------------------------------------------------------
Dependent 
Variable Intercpt 
Elasticity Parameters 
Yr Rr/Rn# Ir D.W . 
--------- - --------------------------------------- - ----------------
lnRM1 
lnRMl 
lnRM2 
lnRM2 
InRMl 
InRMl 
InRM2 
In RM2 
-0.712 
(1.82) 
- 0.962 
(4.36) 
- 1 .599 
(7.04) 
- 1.211 
(8.74) 
-1.022 
(2.63) 
-1.270 
(4 .84 ) 
-1.749 
(6.93) 
-1.341 
(6.56) 
0.584 
(4.83) 
0.539 
(4.34) 
1.098** 
(20.30) 
1.122 
(15.26) 
0.755 
(5.32) 
0.781 
(4.74) 
1 . 187** 
(12.92) 
1.219 
(8.99) 
-0.179# 
(0.80) 
0.014 
(0.60) 
0.227# 
(1.79)* 
0.001 
(0.06) 
-0.113# 
(0.54) 
0.010 
(0.47) 
0.252# 
(2.03)* 
0.008 
(0.35) 
-0.025 
(2.25) 
-0.031 
(2.43) 
-0.012 
(1.15) 
- 0.011 
(0.83) 
0.5928 1.934 
0.5610 1.924 
0.9613 1.838 
0.9432 1.859 
0.6520 1.845 
0.6149 1.631 
0.9670 1.870 
0.9432 1.859 
----------- ---- - - - -- - ------------------------------------------ - - -
Source: Rp.gressjo n Equations 
Note: 
- figures in parenthesis are t - values 
- # nominal interest rate (Rn) 
- * significant at 95% level 
- ** signifi cant at 99% level 
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N 
"'>1' 
Figure 4-1: Money and Quasi-Money, Fiji, 1961-1984. 
F$ (millions) 
400 
300 
200 
100 
_ ..... -- .. -
------- -------_ .. ---
o 
1965 
.. 
.. 
.. 
1970 
, 
, 
, 
, 
, 
, 
, 
, 
, 
, 
, 
, 
, 
, 
, ~ .... ' 
19 75 
, 
, 
, 
, 
, 
, 
, 
'" 
, 
, 
, 
I 
, 
, 
I 
, 
, 
I 
, 
I 
I 
,. 
,. 
, 
" 
" ,. 
, 
, 
, 
I 
I 
, 
I 
I 
I 
I 
I 
I 
I 
I 
Quasi-Money 
1980 
I M2 
I 
M1 
YEAR 
43 
elasticities ranging from 1.05 to 1.22 with nominal equations having the 
lower vaJues. (Inclusjon of the price variable also seems to lead to 
higher income elasticity) . This supports the monetarist contention and 
the model predicted by Brunner and Mel tzer and the proportional i ty 
principle. It also supports the view that, on the broader definition of 
money, money is essentiaJly a luxury good. 
The above can be explained by structural shifts that has taken 
place to Fiji's demand for mon ey functjon. Like any other developing 
country, Fiji would be expected to undergo structural shifts in its 
economy and hence its money demand function. The shifts could be due to 
changes in interest rates and bank practices. As interest rates on 
quasj - money rises people wi]] sh1ft their asset holdjngs towards 
quasi-money. Similarly, as bank practices become more liberal by giving 
people better terms and condi tj on, like allowing them to wi thdraw their 
deposits on demand, thet'e will be a shift towards ti me and savings 
deposjts. 
4.5.3 Interest Elastjcity Parameters 
From tables 4 - 1 and 4-2, the following inferences can be drawn. 
The short - run rate of interest (bank rat e) consistentJy has 
positive algebraic signs though mostly insignificant. Out of the 12 
est imates, only 2 are found to be statjsticaJly signjficant at 90% level 
of confidence . All of these equations have positive signs contrat'y to 
economic theoretical expectations. This however is quite possibJe as the 
bank rate is controlled by the mon etary authority of Fiji and may be 
changed in respons e to curren t developments. That is, if the money stock 
is rising more rapidly than the authorities desire, bank r'ate may be 
rajsed to restrain monetary expansion. Hence, bank ra te may rise as 
money increases ra the r than fa 11 ing as a rna rket de te rm i ned ra te is 
expected to move . For example. in 1983, the Reserve Bank of Fiji 
increased its minimum lending rate by 1 percellt to 10.5 percent after it 
was found that the domesti c liqujdity growth was excessive relative to 
real growth rat e of output in the economy.l. 
Isee the Annua] Report of Report of t he Reserve Bank of Fiji 
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The implication of this is that the interest rate is kept by the 
monetary authorities at a level that may be higher than the effective 
ra te determined by the market so as to keep the money supply under 
control. Thus the positive interest elasticity for the demand for money 
function in Fiji reflects the responsible actions of the Fiji monetary 
authorities rather than the effect of the market forces. 
4.5.4 Price Elasticity of Demand across Money Demand Equations 
Generally regress'; on resul ts in tables 4-1 and 4-2 show that the 
price variables, although having the correct algebraic signs, are mostly 
insignificant. It also has very low parameter vaJues ranging from 0.011 
to 0.031. Tn equations where it has signif.icant values, the R-squared 
vaJues are very Jow. 
4.5.5 Stability 
Chow tests were performed on the 4 best equation estimates with 
reasonably high R-squared values to test for' their structural 
stability.2 It was found that the only stable fllnctions are equations: 
lnRM2 = -1.599 + 1.0981nYr + O.227lnRn 
lnRM2 = -1.806 + J .1 87lnYr + O.269lnRn - O.014fr 
Both these functions have R-squared values that are almost the 
same. The second equation however. appears to be the better function 
statistically of the two and hence is chosen for the purpose of testing 
the mon etary approach to the baJance of payments for Fiji. 
4.5.6 Conclusion 
The above function means that the rea] demand for broad money (M2), 
is dependent on real income and nominal interest rate and the expected 
price change. 
Due to data 1 imi tat ions, the above cone] usions have to be taken as 
tenta ive and subject a further validation . 
2see appendix D for the result of the Chow test on the chosen function 
CHAPTER 5 
RELEVANCE OF THE MONETARY APPROACH TO BALANCE OF 
PAYMENTS OF FIJI 
5.1 Empirical Test 
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In testing the 
Fiji. the following 
chapter 4 was us~d; 
monetary approach to t.he baJance of payments of 
stable demand for money function estimated in 
lnRM2 = - 1.806 + 1.187 InYr + 0.269 lnRn - 0.0]4 Ir 
This functioll was used to calculate the desired demand for money in 
Fijj for the period of the study (196] -1984 ). Actual rea] M2 is the 
endogenous variable ~'v'ith real GNP and nominal bank interest t'ate and 
change In conSllmer price .i.ndex as a proxy for expected inflation. as 
exogenous variables in the function. 
From es ti rna ted desi red demand for money, changes in demand for 
mon ey for each year was calculated. Actual changes in domestic credit 
and i n i n t t~ rna t ion a 1 res e r v e s we rea 1 soc a] cuI ate d (s e eta b J e 5 - 1 ) . 
Table 5-1 below has shown that the monetary approach is a relevant 
theory in explaining the balance of payments of Fiji in most years. The 
a n a 1 y sis was bas e don the m 0 net a r y ide n tit Y e qua t ion, fiR = liM 2 * - .6..0 C . 
The interpretation of this equation is as follows: 
If the increase in desi.red demand for money (fiM2*) is greater than 
t h inc T' e a s e i n do me s tic c red i t ( .6.. 0 C ). the nit i sex p e c ted t hat the r e 
would be an increase in international reserves, i.e., a positive (fiR). 
If however changes in desired demand for money is less than changes in 
Table 5 - 1: Desired Money, Domestic Credit and Reserves 
(F$ in millions) 
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- - ------------------------------------ - ------------ - ------------ - -- - - - - -
( 1 ) 
Year 
( 2 ) 
Actual 
M2 
( 3 ) 
Desired 
M2* 
( 4 ) 
Changes in 
Desired M2* 
( 5 ) 
Changes 
in DC 
( 6 ) (7 ) 
Column Changes 
(4)-(5) in R 
---------------- - --------------------- - ----- - -- ---- - -- - - --- - - - ----------
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1 978 
1979 
1980 
1981 
1982 
1983 
1984 
27.5 
27.7 
35.0 
41.8 
38.3 
40.7 
43.0 
47.4 
56.0 
66.1 
78.6 
96.6 
110.7 
] 53. ·4 
194.2 
200.4 
236.2 
255.4 
305.9 
342.8 
364.3 
395 . 3 
443.7 
490.0 
28.1 
32.3 
34.6 
37.9 
40 . 8 
42.6 
47.5 
46.3 
50.5 
62.4 
69.1 
87.4 
118.1 
]59.6 
205.7 
22] .8 
224.7 
238.5 
291.6 
347.1 
383.9 
398.5 
437.1 
483.9 
4.2 
2.3 
3.3 
2.9 
1.8 
4.9 
-1.2 
4.2 
1] .9 
6.7 
18.3 
30.7 
41.5 
46.1 
16.1 
2.9 
13.8 
53.1 
55.5 
36.8 
14.1 
38.6 
46.8 
- J .2 
-1.4 
-0.3 
1.0 
4.3 
-0.7 
5.1 
-1.5 
7.9 
5.5 
15.1 
8.6 
31.6 
-0.1 
37.2 
20.2 
31. 3 
52.1 
7.4 
47.9 
54.3 
47.8 
31. 1 
5.4 
3.7 
3.6 
1.9 
- 2.5 
5.6 
- 6.3 
5.7 
4.0 
1.2 
3.2 
22.1 
9.9 
46.2 
-21.1 
-17.3 
- 17.5 
1.0 
48.1 
-11 . 1 
- 40.2 
-9.2 
15.7 
2.2 
8.2 
6.4 
-3.4# 
-2.4 
1.3 
1.3# 
11.7 
2.5 
8.3 
11 .7 
1.6 
19.4 
36.3 
-20.9 
11.8# 
-7.6 
4.2 
25.0 
-14.9 
-13.2 
2.1# 
9.6 
------------- - - -- - -------------------------------- - ------------ ---------
Note :-Columns (6) and (7) are compared in testing the 
Monetary Approach to Balance of Payments for Fiji. 
- Changes for each year in these two columns, (6) and (7), 
should have the same signs. A different sign would 
indicate that the Monetary Approach is not relevant in 
explaining the Balance of Payments for that year. 
# Indicate years that are not consistent wjth the Monetary 
Approach to Balance of Payments theory. 
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domestic credi t changes in international reserves is expected to be 
negative. 
5.1.1 Domestic Credit Creation 
From the monetary equatj on, M = DC + R, where M is money, DC is 
domestic credit and R is international reserves, it could be deduced 
that a Jasting increase in the rate of credit expansion by the monetary 
system will, by itself, gradually bring about: 
(1) the same increase in the rate of money income and of the stock 
of money;1 
(2) a rate of loss in reserves that will approach the difference 
between the rate of credi t expansion and the des ired increas e in the 
money stock: 2 
(3) an increase In the rate of imports equal to the excess rate of 
credit expansion; 
In certain countries, bank credi t tended to expand particularly 
rapidly after exchange reserves had increased. Bu t f rom the van tage 
pojnt of monetary allthorities, a different approach is a mor e reasonable 
one. Credit expansion is subject to the responsibility of the banking 
system. It may be difficult, perhaps in some circumstances, for the 
system to withstand demands for credit from the government or from other 
insjstent borrowers. This is because, in such circumstances, the desire 
to make public and private development expenditures, from many points of 
view , could be the cause of the expansjon in the economy. However for 
purposes of monetary analysis and monetary policy , the economic 
development could be fjnanced by higher taxes or foreign loans and 
private developments could be financed by restriction of consumption. In 
a real sense therefore, the credit expansion IS the cause of the 
payments problem. If c['edit expansion by the banking system is spent by 
1Compare with figure 5-3 for income velocity of M2 in Fiji 
2Compare with figure 5- 2 for ratio of reserve money to M2 
borrowers to pay ou t as income, e. g., in connection wi th 
acti vi ti es or government def ici t spending, there wi JIbe 
reserves equaling the excess injection of credit . 
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investment 
a loss of 
In the case of Fiji, as recorded in table 5-J. a monetarist 
relation linking changes in international reserves to changes in 
domestj c credi t appears to hold in most years. The exceptions to this 
relation in less than one - fifth of the years under this study, indicates 
that there are other forces at work on Fiji's balance of payments, that 
should be examined. Their relatively small number also indicates that 
the monetay approach provides a valid starting point for any analysis of 
Fiji's international eco nomic problems. 
5.2 Projection of Monetary Aggregates 
If economic developments relating to national 
inflation, balance of payments, unemployment, etc., 
income, the ra te of 
ar'e unfavourable, 
government poli cymakers will desjre to take corrective actions jncluding 
changes in monetary aggregates. Usual ly, before taking any monetary or 
credj t pol icy measure, the author.1 ties wi] 1 need some [orecas ts in 
respect of the moneta r y aggregates concerned so that they can compare 
the likely outcome wj th and wjthou t policy measure under consideration. 
Some monetary aggregates, such as net domestic credit of the 
monetary authorities, are controlled by the monetary authorities 
themselves. Other moneta ry aggregates reflect performances of various 
sectors of the economy; for exampJe, the change in net foreign assets of 
the monetary authorities reflects the balance of payments outturn. 
In order to make the projections realistic, it will be necessary to 
review the performance of t he banking system in the past few years and 
to observe the outlook or the objectives in relation to the balance of 
payments and to government budget operations . Developments in output, 
prices, and possibJy other economic aggregates that closely relate to 
the monetary aggregates would have to be predicted. The projected 
amounts of mon etary aggregates must be consistent wj th the expected 
overall economi c activity in the future period . For example, on the 
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balance sheet of the monetary authorities, the planned expansion of the 
net domestic credjt of the monetary authorities plus desired (or 
forecast) increase in net foreign assets must be equal to forecast 
increase in reserve money. Thus, if this balance sheet identi ty is not 
observed, the policy contemplation and the economic objectives are not 
compatibJe, gjven other variables over which the authority have limited 
control. 
The consolidated monetary account - namely, the monetary survey- is 
a good basis over which to make monetary pcoj ections. as expected 
results of governmellt operatjons and of the balance of payments are 
reflected in this monetary account. Purthermore, monetary policies often 
involves a restraint on credit expansjon. The projected growth of 
monetary stock (money and quasi-money) consistent with the expected rate 
of credl t expans j on can be del' 1 ved from thi s accoun t. When the target 
level for net foreign assets of the banking system. the target rate for 
growth in income, and other targets are set and necessary policy 
measures to achieve these targets ace spelled out. the monetary survey 
in the forecast period becomes a desired balance sheet for the banking 
system and often constitutes a component in a financial program. 
5.2.1 Formulating a Financial Program for Fiji using this Approach 
Using the stable desired demand for mone y function estimated above, 
and on the basis of assumed values for target variables of income, 
interest rate, and expected inflation (exogenous variables) fo['ecast 
desired demand for money could be estimated through the statistical 
procedur e of simulation or by mechanical calculation. Thus if Net 
Foreign Assets is taken as the target variabJe and a value that is 
desirable in view of the circumstances is assigned to it, desired 
domestic credit for the period couJd then be estimated. In this 
financial program for the country, the rate of growth of real national 
income, the interest rate and expected infJation are the policy 
objecti.ves that must be cealistic and also be consistent with other 
poli cy objectives. 
Once a desired money stock has been estimated and the target value 
for net foreign assets has been fixed, the amount of domestic credit of 
the banking system for the forecasting years can be calculated; that is: 
(5.1) 
where DC stand for domestic credit, Md for money stock, NFA 
for net foreign assets, and the subscript t stands for the 
value of the variabJe at the end of the year. 
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Thus. in order to reach the specified target for net foreign 
assets, the authorities would have to ensure that domestic credit 
created by the banking system by the end of the year does not exceed the 
amount, 
(5.2) 
where DC t is given by equation (5.1) and the 
subscript t - ] stands for the value of the variable 
at the beginning of the year. 
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CHAPTER 6 
SUMMARY AND CONCLUSIONS 
As stated in Chapter One, the major objective of this study is to 
test the proposition that the baJance of payments is a monetary 
phenomenon. This is done by testing the relevance of the monetary 
approach to the baJance of payments in the context of Fiji. 
The study has therefore been focussed on two things: 
(1) Fjnding a stable demand for money function for Fiji, and 
(2) Testing how well the moneta c'y approach explains changes 
in the baJance of payments in Fiji. 
The major findings of the study are as follows: 
(a) The M2 definition of money expJains the behavior of the 
economic units l better than does MI. 
This could be explained by the fact that there has been a 
marked shift in money holding in Fijj from money to quasi --
money due mainly to to both attractive interest rates on 
tjme and demand deposits anci improvement in bank practices. 
(b) Gross National Product (GNP) has both a higher level 
of sjgnificance and explanatory power than does GOP. 
This could be explained by the fact that the desire 
of people to holci money is determined more by income 
they have at their disposal than the level of domestic 
ecollomic actjvities in the co untry_ 
------------------
Ihouseholcis and enterprises 
(c) The interest elasticity calculated for the stable demand 
for money function for Fijj has a positive sign whi ch 
does not agree with theoretical expectations which says 
that a rise in interest rate would result in a fall in 
desired demand for money holding . An explanation for this 
djscrepancy is that the role of the interest rate here 
reflects the responsible actions of the monetary 
authorjties in determining the desired demand for money 
holdin g in Fiji. It must be noted here however that the 
administered bank rate had to be used instead of a market 
rate. 
(d) The proxy (changes in consumer price index) for the price 
level has very little effect on the desired demand for 
money hoJding. This may be due to the fact that people are 
used to price changes in Fiji that they have considered 
jt as a norllla] phenomenon . and hence would not change 
their expectations so as to influence their decisions on 
their hoJding. 
(e) International reserve growth and the balance of payments 
are positively related to econo mi c growth and the income 
elasticity for mOIlCY and negatjvely related to the domestic 
credit expansion. 
(f) With no domestic growth . international reserve growth and 
br:tlance of payments are inversely related to domestic 
credit expansjon. 
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The s ere S II 1 t s a r (~ to be COil t r a s ted w j t h va rio u s Key n e s ian s the 0 r i e s 
of the relation between economic grm'Jth and balance of payments. 
Accordjn g to one sllch theory derived from the multiplier analysis, 
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economic growth mus t worsen the balance of paymen ts through increas ing 
imports reJative to exports; this theory neglects the influence of the 
demand for money on export supply and import demand and on the 
international flow of secllrities. According to another theory, domestic 
credit expansion will tend to improve the balance of payments by 
stjmulating investment and productivity increase and so lowering 
domestic prices in relation to foreign prices and improving the current 
account throu gh the resul ting substi tutions of domestic for foreign 
goods in the foreign and domestic markets ; this theory deduces the 
consequences of domestic credi t expansion wi thout reference to the 
monetary aspect of balance-o f - payments surpluses or deficits. 
An economy growjng steadily in real terms, at constant prices and 
interest rates demands a growing stock of real and therefot'e nominal 
money haJances; and if the domestic c redj t compollent of the money supply 
grows at t he same t'ate, so must the international ceserve component, 
with the result that the co untry will run a balance of p~yments surplus 
equal to a constant proportion of its national income and growing at the 
sa me time. A deficit will develop if domestic credjt expands 
sufficiently mor e rapidly than real output at constant prices. 
Thus, for a growing country like Fiji, it is important to make some 
pcovision for increasi ng its intecnational t'es erves over time to provide 
the extra safety. convenience, choice of adjustment measures. and 
cushioni ng for bad harvests that foreign res erves can provide. This 
would therefore mean a more effective cOlltrol of domestic credit 
extended to t he public and private sectors Generally monetary 
authorities allow too much credit when there IS an inflow of 
international reserves. This mi ght not be a healthy thing to do as the 
co untry could very well need to do some sterilization during periods of 
no domestic growth. 
A baJance of paym ents surplus or defic it IS not in j tself. as has 
often hee n assumed, evidence that the economy in question is in fact out 
of equiJjbrjllfl1. The cenlcaJ meSS<'lge of the monetary theory is that. a 
g row i ng open economy, buffeted by external v<'lriations in prices and 
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interest rates, will have a varying demand for money, which would only 
fortui tuosly be supplied exactly from domestic sources. A country's 
balance of payments, in other words, could be positive or negative over 
the course of a year even if all asset and commodity markets in the 
country were continuously in equilibrium for the flow of money into the 
country dur_lng the year could exactly meet the year's change jn the 
demand for money. 
The foregoing anaJysis therefore suggests that the Monetary 
Approach to the Balance of Payments can provide useful guidance for 
better domestic credi t control by the monetary author i Lies. I t also 
reveals the simplicity and directness of this approach relative to other 
approaches to the balance of payments. 
The central point relevant to this study is that if Fiji is subject 
to a c h ron icc and i t ion 0 f h a Jan c e -'0 f - P '1 Y men t s de f j cit a s are suI t 0 f 
such a constellation of causal factors. the only poss ible long-run 
remedy within the control of the nationaJ poJ icy-making authorities is 
reduction in the rate of domestic credi t expansion. Appl ication of the 
conventional balance of payments poJ iC .ies like; the deflation of money 
supply or of aggregate demand by fiscal policy, devaluation, import 
restrict jon or export subsidization wil] not remedy the problem as these 
will 0 n 1 y c rea tea t e m po r a r' y ba I an ceo f pay men t s sur p 1 us. As has bee n 
shown from the empirical test in chapter 5, domestic credi t expansion 
appears to be the major determinant of the evolution of the balance of 
payments. 
Finally, thjs finding, if accurate, is of relevance from the poJicy 
point of view because the monetary authorities can clearly control the 
rate of Central Bank credit expansion. Their control over this variable 
may enable the monetary authorities, for any given demand for money, to 
attain their desired stock of international reserves. This study has 
also shown that the bank rate is not a suitable variable in determining 
the desired demand for money under a freely operating market as it does 
not reflect the actions of the market forces but rather that of the 
monetary authorities' responsible actions. 
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APPENDIX A 
STRUCTURE OF EXPORTS BY MAJOR COMMODITY , 1979- 1984 
(PERCENTAGE) 
60 
---------------------------- - ------------------------- - ----- - ------------
1979 1980 1981 1982 1983 
----------------- - - - ---------------------- -- - -- - ---- - ------- - - ----------
Sug ar 69 . 1 73 . 9 67.0 68 . 8 62.7 
Coconut products 6.9 2.7 3.2 3.4 5.9 
Gold 3.8 5 . 2 6.0 8.5 9.5 
Molasse s 4.3 5.1 4.9 2.8 1.8 
Fo t'es t Products 1.6 2. 2 1.9 2.2 2.4 
Other s 14. 3 10.9 17.0 14.3 17.7 
Tota I 100.0 100.0 100.0 100.0 100.0 
---------------------------------- -- ----- - -- - - - ---------- - -- -- - ---------
Source: Current Economi c Statisti c s , Bureau of Statistics, 1984. 
APPENDIX B 
ACTUAL GROWTH PERFORMANCE, 1980-1983 AND PLAN TARGETS. 
(BASED ON GOP AT FACTOR COST IN CONSTANT 1980 PRICES) 
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---------------------------------------------------------------- --------
DP8 ActuaJ Performance 
Growth Targets 1980/1983 
-------------------------------------------------------------------------
1. Agriculture and Forestry 
2. Minjng and Quarrying 
3. Manufacturing 
4. Electricity, Gas 
and Water 
5. Construction 
6. Own Dwellings 
7. Trarie, Hotels and 
Restaurant 
8. Transport and 
Communi cat jon 
9. Fjnance, Insurance 
a nd Business, Servi ces 
10.Community, Social a nd 
Personal Services 
GOP at Factor Cost 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
4.6 
-3.1 
4.6 15.2 
5.8 
- 2.6 
4 .5 3 . 8 
7.8 
- 10.1 
1.9 2.0 
-- 1 .4 
6. 1 
4.4 2. J 
- 0.02 
4.7 
- J .1 
------------------------------------------------------------------------
Source: DP8 Mid- Term Review, Central PJanning Offi ce, 
Ministry of Economic Planning and Development. 
June, 1984. 
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APPENDIX C 
EXTERNAL DEBT, 1979- 83 (US$ MILLION) 
---------- - --- - - ---------------------------------- ------- - -- - --- - - ------
1979 1980 198] 1982 1983 
------------ -------- - ---- - --- - ------ - ---------- - -- ----------- - - - - - -- - -- -
External public -
debt outstanding 220.2 300.8 34J .0 362.6 343.7 
External priva te-
non-guaranteed 
debt outstanding 52.8 53.8 54.5 54.4 57.7 
Debt service 
ratjo/a ;i.0 3 . 4 4.9 6.6 7.4 
Debt service 
ratio/b 5.2 0.0 7.9 8 . 3 9.4 
Memorandum items 
------------
External debt / GOP 
Lf.(% ) 29.0 31. 2 36.3 34.4 35.2 
Total service 
paymentL2(%) 2.5 2.3 3.8 3.5 4.1 
------------------ - - -- - - -------- - ----- -- ----- ---- - --------------- - ------
/ a As % of exports of goods and nonfactor servjces 
excluding private non-guaranteed debt. 
/ b As % of exports of goods and nonfa ctor services 
including private non-guaranteed debt. 
/c Including private non - guaranteed debt. 
/ d Including private non - guranteed debt / GDP. 
Source: Bureau of Statistics 
APPENDIX D 
CHOW TEST FOR THE STABILITY OF THE FOLLOWING DEMAND FOR 
MONEY FUNCTION (1961 - 1984) 
(lnRM2 = - 1.806 + 1.187lnYr + 0.269lnRn - 0.14lnlr) 
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----- ------------------------- -------- - ------------------ ----- - ----------
Unexplained variCl.tion for the whole period of the study: 
Sum of Squared Residuals (196J-]984)= 0.1652188 = Q1 
with (nl + n2 - K) = 21 degrees of freedom 
Splitting the whoJ. e period into two, {'vhere the first period 
represents period before Fiji's independence and the second 
period. after its independence. 
(2) Unexplained variation for first period: 
Sum of Squar~d Res i duaJs (1961 - 1972) = 0.04366971 
with (n1 - K) = 8 degrees of freedom 
( 3) Un ex p J a inc d V et]' i a t ion for sec and per i ad: 
Sum of Squared Residuals (1973-1984) = 0.07324193 
with (n2 - K) = 8 degrees of freedom 
(4) The sum of the squared residuals between the two separate 
re g r es s ion s (f i I' s tan d sec and per i ad) i s 
0.04366971 + 0.07324193 = 0.11691164 = Q2 
with (01 ~ n2 - 2K) = 16 degrees of freedom 
(5) The diffecence of the above sum (Q2) and the whole period 
res j<illals (QJ) is: 
Q3 = Q1 - Q2 = .0483072 with K = 4 degrees of freedom. 
(6) The F* catio is 
F* = Q3 / K divide by Q2 / (n1 + n2 - 2K) =0.0161024/.006495 
2.48 
(7) The theoretical value of F at the 95% level of significance 
with vI = 4 and v2 = 16 degc ees of feeedom is 3.01. 
Thus F* < F crjtical at 95% and hence null hypothesis is 
accepted. That is, the two relationships do not differ at the 
95% Jevel. So we cO llld conclude that the demand for money for 
Fiji using the above functional foem is stable throughout the 
peciod of the study . 
